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Special Note.— National Defense Purchases

IN recent quarters, spending for na-
tional defense, in contrast to other
types of government spending, hag
been on an uptrend a2 a result of the
administration’s policy of 8.7 percent
average annual growth in real de
fenze cutlays over [iscal years 1021-
824. This uptrernd has heightened in-
tereat in the geveral series thet can
be used to track defense spending.
One such series is the national de-
fense purchoses series, a subcompon-
ent of Federal Government purchasea
of goods and services in the national
income and product accounts
{NTPA’s). This series consists of the
compensation of milikary and civilian
employees, purchases of goods and
sapvices from business and abroad,
and net purchases of used goods. An-
other NIPA series is defense expendi-
tures, which consists of, in addition fo
purchases, small amounts for grants-
in-aid io State snd local governments
and for subsidies less the current sur-
plus of government enterprises. The
expendifures series is broken down
intog the finctional subcategories of
military activities, civil defense, for-
elen military assistance, and other ex-
penditures {zee annual NIPA table
8.1€). A more comprehenzive paries is
outlays—the umified budget series in
terms of which the administration’s
policy 8 expressed. It consists of, in
addition to expenditures, military re-
tirement pay, loans, and net interest
paid. A further distinetion batween
purchases and outlays is that outlays
are on a checks-issued basis, and pur-
chases are on a delivery basis. (For a
reconciliation of outlaye and pur-
chases, see tghle 10, page 28, of the
March 1982 Survey oF CURRENT Busr-
NESS.)

The national defense purchases
series will be the focus of this Special
Note. Within the NIFA's, national de-
fense purchases are a suhcormponent
of GNP and, as just noted, a subcom-
ponent of expeaditures in presenta-
tions of government receipts and ex-
penditures. These purchases, which
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are made largely by the Department
of Defense (DOD), are shown in the
usual fourdold NIPA major-typeof-
product catepories: durahle pgoods
(thosa with 2 normal life sxpectancy
of 1 yaar ar more), largely consisting
of military egquipment, such as. air
craft and ships: nondurable goods,
largely bulk petyoleum products and
ammunition; services, largely compan-
sation of employees; and structures,
largely military facilities. Substantial
detail by type of purchase—for cur-
rent dollars, comsiant dollars, and as-
sociated implicit price deflators—is
shown annually beginning with 1572
in NIPA iables 8.8, 3.10, and T.15.
Quarterly estimates, at a4 summary
level of detail, are in NIPA tables
3.7B, 3.2B, and 7.14B. Quarierly esti-
mates for 1977-82, at an intermediate
leval of detail, are introduced later in
this issue of the SurvEY, along with
perceni changes in a new fixed-
weightad price index. '
Sources ohd  methods-—A  basic
source of information Ffir current-
dollar sstimates is the Monihiy Troas-
wry Statement of Receipts and Outlays
of the [Mited Siater (Fovernment
{MTS). As shown in the reconciliation
table mentioned earlier, purchases
are denved from defense outlays in
the MIS by subtrecting outlays for
iransfer payments to retived military
perscnnel, grants-in-aid, net interest
paid, and other outlays, such as for
loans. A timing adjustment is also
made to adjust outlays from a checks-
issued besis to a delivery basis. The
timing adjustment is derived from
DOD reported deliveries of major
weapone systems. This procedurs pro-
vides a conkrol total for national de-
fense purchases. Detail for purchases
by type of good or service is obtained
from a variety of DOD reports.
Constant-dollar estimates are pre-
pared by the standard NIFA proce-
dure For final goods and sexvices: At
the finest possible level of product
detail, divide current-doilar eztimates
by appropriate price indezes, and sum

the results to the publishied level of
detzil. For defense purchases, imple.
mentation of this procedure in espe-

cially difficult becaunse much of de- |

fense spending is for unique preducts
that change radically and are other-
wige difficult to price. Further, until
recent years, informaetion was not
available on product breakdewms or
on prices paid by Govermnent, which
may move Very differently from
prices paid by the private sector.

A project to remedy the inadequacy
of product and price information was
started in the mid-1970'e by BEA in
cooperation with DOD. It involvad the
development. of price series at a very
detailed level, along with parellel de-
velopment of product detail, using
data Iargely from DOD records. Tha
technigue used to obtain the price
series was specification pricing: Price-
determining chavracteristics of an item
are goefinad, and these sre then held
constant for successive pricings of the
item. Far example, in the cass of
combat boots, the type and quality of
zole and upper material—rather than
gize and color--are price-determining
characteristics. For each period, the
price of an item with these character-
istics is divided by ifs price in the
base year; the result #s the price
index needed to divide into curremt-
dollar purchases. For many reasons, it
may not be possible to price succes-
sively an item with the given apecifi-
cationg, and in this case the price is
adjusted {or the cost of a change in
specification. The price adjostment
for the specification change is ob-
tained by assuming that the produc-
tion cost associated with the change is
the appropriate measure. In the ex-
ample of combat boots, if & change in
the sole material from leather to
rubber lengthens the life of the bout,
the difference in the cost of the leath
er and rubber sole is taken mg the
price of the specification change.
Price eeries for a sample of products
in sach of about 100 categories were

prepared in this way. The categories
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Tabdr A.—National Befense Purchases of Gooils and Services
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tanged from aircrafi to depot mainte-
unance services to compensation of em-
ployeca. (For the latter, the pricede-
termining characteristics ware educy-
tion and training.}?

As a result of this project, estimates
of constant-dellar defense purchases
and implicit price deflators—the
rezult of dividing a corrent-dellar esti-
mate by a constant-dollar estimate—
were fivst introduced into the NIPA's
in 1880 for the period beginning in
1%72. Further, the current-dollar esti-
mates, by type, were improved, be-
cause of the work on product datail.

Reo! purcheses and prices, I1872-
2% —MNational defense purchases,
meesured in 1972 dollars, declined
from 373 billion in 1972 to 365 hillion
in 1¥#76 (table A). Following this
period of continued winding down of
J.5. operations in Vietnam, they in-
creased moderately in 197T-TE before
they bapgan to accalerate in 1979,
They are estimated to be $79 billion
in 1982, In 1972, compensation was
roughly one-half of total defense pur-
chases, and in 1982 it was only 42 per-
cent: Although compensation had de-
clined less than the “all other” com-
ponent in the early part of the
decade, it increased much less later.
In: 1982, it was still balow its level of &
decade warlier, largely because the
size of the armed forces was down
ghout 500,000, "All ather” purchases
declined at annual raies that aver
aged 3% percent from 1972 to 1976

Thereafter, with onhe exception, each

1. A dotailed description of the work done appears
[ Frice Chanrge of Deferse Purchoses of Me Unirad
Hases, 115 Departinent of Commeres, Burean of Eeo.
tonula Analyakts (Washington, DoC: LA GO, 157,

. yvear's increase was larger than in the

preceding year; the 1982 increase was
about 12 percent.

The asceleration in 1979 was a re-
flection of a policy to strengthen
NATO forees in Europe, to strengthen
strateyic forces, and to increase the
overall combet resdiness of LIS
forcesr. Further acceleration in mid-
1982 was ¢ reflection of the adminis-
tration's policy to incresse defense
apending substaatially over the next
few yeanrs. This acceleration waz not
due to the introduction of new major
weaapons systems, but to a higher rate
of spending for all defense activities,
particularly for weapcns systems cur-
rently in production, such as the F-18
and F-1% fighter aircraft, All types of
purcthaseas other than compensation
contributed to the acceleration. In du-
rables, although purchases of aircraft
slowed, purchases of missiles and
ghips were stepped up. In pondurs-
bles, the aceelaration was widespread,
and in services, it was concentrated in
research and development snd in
maintenance,

Throughout the 1979-82 period, the
pattern of quarterly chanpes often ap-
peared erratic. However, the pattern
can be traced largely to the changes
in the deliveriez of air¢raft, missiles,
and wehirles, and in the purchases of
services other than compengation. De-
liveries may change abruptly for sev-
eral reasons; (1} the introduction of a
neéw Weapons Eystem, as in mid-1980
when initial deliveries of the F-18
wore small and larger deliveries of
the A-T—which the F-18 ruplaced—
stopped; (2) changes in the number of
aireraft or missiles to be delivered, as
whan scheduled deliveries of the F-14
were reduced because of budget con-
straints; (3} diversion of deliveries to

foreign buyers, as when F-15's were
diverted to Israel; and (4) production
problems or battlemecks. Flustuations
in the purchases of eervices other
then compensation were mainly due
to discretionary purchases at military
installations. Large increases in these
purchases early in 1930 wers the
resnit of large existing backlogs in
the meintenance apd repair of facili-
ties and equipment; purchases de-
clined as these backlops were reduced.
Two measures of price change for
national defense purchases are also
ghown in table A—the implicit price
deflator and the fxed-weighted price
index. The mmplicit price deflator re-
flects shifts in weighte as well as
price changes (except when the com-
parizon of change is from the base
periody, whereas the fixed-weighted
price index dees not reflect weight
ghifts, but only price change.
Throughout most of the 1972-82
period, annual Increazes in defense
prices {as reflected in the fixed-
weighted price index) did net differ
much from those in total GNP prices.
In 1980 and 1581, howaver, defense
price increasés were much higher—in
the rawge of 11%-14¥ percent, com-
pared to $3-10 percent for GNP, De-
fense prices increaged more mainly
becange of large incremses in the
prices of bulk petroleum products in
these years. A large—14.3 percent—
military pay raise also contributed to
tha 1981 increase (pay raises are re-
flected as price mcresses). Like most
other price increases, defense price in-
creases show a substantial decelera-
tion in 1982, to about 8% percent.
Throughout most of the period, the
difforences between changes in the
fizad-weoighted price index and in the
imlicit price deflator were smail—no
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more than 0.8 percentage points,
There were three exceptions, and in
each yvear the increase in the fixed-
weighted price index was larger in

19’74 by 2.0 points, in 1879, by 10
point, and in 19280, by 1.6 points. The
major reason for these large differ-
ences wag the price and weight of
bulk petroleum producis. In 1974, the
prices of petroleum products aceeler-
ated sharply following the 1973 OPEC
oil embargo. Bacaunse the weight of
bulk potroleurs was highar in the
fixed-wreighted price index than in the
implici¢ price deflator, the fixed-
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weighted price index registered a
larger increase. In 1979-8{, prices for
bulk peiroleum products were con-
tinuing to increagse gubstantislly more
than other defense prices on average.
Because, by this time, the weight for
bulk petrolenrn products was twice as
large in the fized-weighted index as
in the implicit price deflator, it again
recorded larger increases.

On a quarterly basis, significant
price increases ocour in the fourth
quarters, when Federal pay raises are
effective. Other than these large in-
creases, price chanpes appear erratic.
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The gharp movements are partly dus
to inherent characteristics of prices
for defange purchases. For exampls,
when B transaction does not ofcur in

a given quarter, the price is held un-
changed at the last observed price .,
until there is a new transaction; the
new transaction’s price may be sig- -
nificantly higher or lower. Alzo, the .
contracting procedures of DOD can
cause sharp changes. Many goods and .
services are ased under fized-
prica contracts, which are for 1 year; ©
their effective date: tend to be clus-
tered at certain times of the year.
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